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or
-;. --- -

(3) dp • dpN _ [ dTFP - dTFpN + dw N - dw ] + [ ze _zeN ].

Equation (3) is the theoretical equivalent of the price adjustment formula. The allowed

price chanle for the reaulated firm for a panicuJar year is Jiven by:

1. the rate of inflation of national output prices dpN, (GNP-PI),

2. less a fixed productivity offset, X. which represents a tarlet productivity
lJ'owth differential between the reJUlated firm and the U.S. economy,'7

3. plus unit exoaenous cost chanaes, written as the difference in the unit
costs of the exoaenous chanae between the reaulated firm and the U.S.
economy.

Simple alaebra translates equation (3) into the formula that appears in the price cap

plan (alain, apan for : adjustment for non-traffic sensitive costs):'

(4) R, '" Ry.1 X [ 1 + GNP-PI - X] + Z

where It, represents the reaulated firm's revenue in year t usilll base period quantities.

In words, the chaqe in the replated firm's output price that will just track

the chanae in its costs, whatever the level of iDflaticm, is equal to (i) the change in

a national index of outpUt priceS, less (ii) the difference between the chanle in total

factor productivity for the telecommunications firm and for the nation as a whole,'

'nil ill ..... to die '*- u.s. TPP I"'ft\II rates 0D1y ilthe
I'I1II 01 .,. ~ .. die far 1M 1M : i.e.. if dw • W. EvideDce
uFloniIII dIiI Jd by Dr. LawiII ariII__ • ApprHil F 01 ATilT', CommcDls
• ,..a.t to die FCC'. "'Mis' "'" nssd .' etinc. c:c Docbt 17-313, lied October 19, 1987.
~ to Dr. 0riIlaIea'. Q1cuI_-.,,,, call ieftHiae far die .... SyIt_ ad for the total U.S.
priwate doaaa&ic ..OlDy averapd 4.5-. ad 4.6-. nIpICIi¥eIy far tile )'Un 1948 tbrouab 1979.

'rae eqviYIIaacc 01 equatioas (3) ad (4) Ire UoWIl ia dae Appeadiz to tIais paper.

'AdjUSlcd (or pouible ditrcraces bcrweCD iIIput price II"O't'da rata (ar tbc finD aDd the DitiOD.

D'era
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plus (iii) ~th~ _difference between the effect of exogenous changes on the costs of the

telephone firm and on the costs of the nation as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plan.

GNP·PI and Z are measured annually, but X is fixed as the target amount by which

the firm's TFP arowth should exceed U.S. TFP arowth. If the firm exceeds its

productivity target, revenue arowth will exceed cost IJ'OWlh and the firm will make

higher profits. If the firm falls shon of its productivity target, revenue arowth will fall

shon of cost growth and profits will fall.

B. '"Qupll" Coli Chana' In lbe Pdct e., .....,.

Changes in the method. of accountina for OPESs will result in large changes

in accounting costs. However, accountina costs are different in principle from

economic costs. In this section, we examine the effects of a c:baD&e in accounting

costs (such as the adoption of accrual ac:countiq) on firms ill competitive markets and

on relUlated firms.

The siDale most critic:al ecoDOIDic fact in this cue is that costs recoanized

under FAS 106 accrual accountiq for OPEBs reflect economic costs. Costs recognized

UDder cash ICCOUDdna for OPEBs do DoLII Two importaDt consequences follow from

this fact. Fint, in 1IJINauJated markets, prices already reflect the economic costs of

IIAccruaI ICCOP''' far 0PE8a 1M "1 01 die IiIbiIity for CWTnl services
radIncl by u ....". .. a Pu JUI'. To tMlIbar olillauacaw cost (for I

1Cftice), ODe would cak:III,lc dae iacnate ia ,.. '-n. (far c,pea of labor) caused by I

~tical illcrease ia "ueL &a 8dclitioMl ..-.e--1MNr to die laW COIl of Lbe firm,
U _GUIlt equal to dae IUIII of waps ad bu,rats. ne CIDIl 01 adcIitiouJ beaefits to the firm C.lused
by die tddilioDal pcnoa.1aour is dae prant VIIuc ol die liability tUt dae .. apeclI to pay II wme ~Ier

date. nat praal Vllue is dae COIl estimated by accrual ICCOa&iaI .edaocls.

nera
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OPEBs, aad ~e change from cash to accrual accounting will have no effect on prices

in those markets. Second, in rei'llated markets where prices are based on accounting

costs, prices do not reflect accrual accounting for OPEBs, and thus do not reflect

economic costs for services. When adopted for ratemalcing purposes, the change from

cash to accrual accounting in regulated markets would move prices towards economic

costs and would remove the interlenerationa! inequities embodied in the current price

structure.

1. Utility Prices Should Reftect Economic eolt.

There is gene:-al agreement amonl economists aDd relUlaton that public

utility prices should be based, to the extent possible, on economic costs. To an

economist, such prices are desirable because they promote economic efficiency. To a

relUlator, cost-based prices tend to be just and reuonable because they insure that

customers pay their own way, in the sense of payiDa at leut as much for the

additional service they demand as it costs to produce that additional service. Previous

FCC actions (e.J., the traDsition towards flat-rate rec:cwery of interstate non-traffic

sensitive CGI1I) are COJISistent with this pricina objective.

MoviDa QUTCDt prices towards· syucut costs increues efficiency and reduces

aD intelJenerational iDequity. This iDequity stems from reauJatory practices that

inappropriately defer cost recovery into the future, reduc:iDJ current prices below

current economic costs while raising future prices above future economic costs. Such

practices include cash accounting for pensions or OPEBs, aDd the use of overly long

depreciation lives instead of economic depreciation lives for capital recovery. The
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resultinl' prices are inequitable because future ratepayers are burdened with the cost

of services consumed by current ratepayers. They are also inefficient because

(i) ratepayers never face proper incentives for choosina amona services, and (ii) utilities

never face the same costs of providina OPESs as unrelUlated firms.

Under the FCC price cap plan. the initial rates are taken to be just and

reuonable. The FCC observed in its Slgmd Repon and Order. CC Docket 87-313,

(October 4, 1990):

•...LEC interstate access rates, as they existed OD July I, 1990 and
were adjusted by an Erratum, [footnote deleted] are the most
reasonable basis from which to launch a system of price cap
reJUlatioD,· p. 97.

These initial rates refle;:· cash accountinl for OPEBs. Thus, the price cap index must

be adjusted to align prices under price caps with ecoDoDUc costs.

2. Accraa. Acco••tilll Costs for OPEB. An !cHoIaIc Colt.

The economic costs of biriDa aD additioaaJ worker are JiveD by the sum of

waaes paid md the Present value of expected PeDSiOD aDd OPES expenses for that

worker. OPES expemes measured \Ulder cash accountiDa are of no use to a manager

uyiDa to decide how many workers to hire or what mixture of salary and benefits to

offer. They are irreleYIDt because apeues for OPEBs UDder cash accountina are

determined by the medical experiences of people who are Dot currently worlena. In

. UlU'eplated markets, manalers hire workers until the value of the additional output

of the last worker just equals the additional cost of hiriD& that worker. The cost of

hiriD& a worker is the sum of the costs of wqes, peDSions. aDd OPEBs. Competmve

n·era
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pressures prevent managers from treatina the costs of pensions and OPEBs as anything

other than the present value of the expected cost of that benefit.

3. Prices In Vnreplated Market. Rellect Accrual Accountllli ror OPEBs

In economic theory, a firm that used cash accountiq for OPEBs in making

decisions could not survive in competitive markets. Today-when cash accountin& costs

for OPEB are low-the firm would hire too much labor, indude too larae a component

of OPEBs in its compensation offers to prospective employees, and price its products

below their profit-maximizin, levels. In the future-when cash accountin, ~ts for

OPEBs are hilh-the firm would hire too little labor, indude too small an OPEB

component in its com;:-ensation mix, and price its product above the true profit

maximizina level. As competitive forces move prices towards incremental cost, prices

could no lonaer reflect cash accountml for OPEBs.

Even in unregulated but non-eompetitive markets, output prices would still

reflect accrual accountina for OPEBs rather thaD cash &CCOunt.iq. An unregulated

monopolist that used cash acc:ountiq for OPEBs iD m,ki. decisions would also ~1ire

the MODI UlOUDt of labor, offer an iDdficieDt mix of waps aDd benefits, and price

its product iDc:orreetly. If unrelUlated monopolists 'MMle their affairs so as to
I 1

IDIXimize economic profits, their input decisioas and output prices will ~eflecf accrual

accountinl fOT OPESs. Thus a chanae iD &CCOUDtiDI Itanduds from cash accounting

to accrual accountiq for OPESs should DOt chaDae prices in unregulated markets,

irrespective of the dearee of competition in those markets.

nera



• 13 •

~Rirically, there is abundant evidence showing that shifts in accounting

standards have negligible effects on firms in unrel\llated markets. A search of the

empirical literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accounting for pension benefits revealed no evidence linking

stock prices and pension accounting changes. Thus in unrel\llated markets, additional

opa accounting costs have been recoanized by the corporations in prices and by

financial analysts as a liability of the firm. lbe accountiD& recopition of these costs,

therefore, has no impact on the financial situation of the firms. Accounting costs,

however, have determined prices for reJUlated firms, from which we condude that

OPEB expenses are currently (before adoption of FAS 106) treated differently for

pricing decisions by ma:: .. ~ers of rel\llated and unreJUlated firms.

4. Cash AccountiDI for OPEBI Dlstortl Competition In Labor aDd
TelecommUDleat_. Service Markets

Replated aDd unrel\llated firms compete for workers in the labor market,

and with prices set by cash accountma for OPES" replated firms face different

incentives to offer WIpI, pensions, and OPEBs to workers thaD those of unregulated

firms. With competition for telecommUDicatioDS services, the consequences of this

distortion are eveD peater. Price limits for reaulated firms in competitive markets

today are set throup a price cap formula whose staniD& point wu based on cash

accountina costs for OPEBs. Competitors' prices are determined by their economic

n'era
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costs whiCli-- include OPEB costs as measured by accrual accounting. II As interstate

access services become more competitive, it is essential that regulatory distonioDS in

pricing be removed.

While any depanure from economic costs sends the wrong signals to

ratepayers, the adverse consequences are much areater when a utility faces arowing

competition. In the case of a monopoly utility, the inappropriate deferral of cost

recovery produces prices that are too low early on, but too hiah later. These price

sianaJs will cause too much service to be consumed in the earlier period and too little

later on. However, for the amount of service provided in each period, there is DO

reason to believe that the utility's incentives to produce efficiently are distoned.

When reJUlated markets are opeDed to competitive entry, the inefficiencies

from inappropriate timing of cost recovery -become more imponet. There are two

reasons for this observation. First, since true economic costs play a crucial role in the

terms and conditions for competition, aD)' deviation from true economic cost in the

measurement of the incumbent utility's cost CID diston the competitive process. For

example, if the price floors for competitive services are based upon inappropriate cost

recovery IaU"lPtiODS, they could be too low in aD early period and too high later on.

Such aD oateome could frustrate the objective of the most efficient firm being able to

provide competitive sel'YiceS.12

JAnis pInIe .... DOt be to iIapIy tMt,MiIe W'. ca.peliton wiD quickly IDeM 10 fuDd
OPD. or to c:a. dIeir prica diley ..... ICCe-t" Ia -.plated lDarkcu.. pnccs arc
.. by eM ..net IIMI by • Ieft1 01 ",,$..u. 1Ir....1IM fJllCf'""hI coaVCDtiOQ.l, ccoDomic
!area wiD drive eM finD'. pricu tOWlrcla • Ieft1 .,...mat willa Icau1 accouatilla for OPESs

12nae iDcrnlcatai COIl for I ra acnice iDduclu U I labor cc.poent. the lcaucd OPES
...... IIIOCiatcd wida die labor Deeded to pnMdc tUt unicII, but it doea DOt iDdudc &J)~ of thc
lUalorical COIlS tUt .,01& &oaa delerriD& recovery of COllI IIIOCiated with prmolllJy prcMdcd ~"",ces.
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Second, with competition and incentive regulation, the FCC can no longer
-;. --- -

guarantee recovery of deferred costs. In panicular, the utility is at risk for the

recovery of the historical liability under incentive relUlation. Failure to adjust price

ceilings to offer the utility the opponunity (1) to cover these historical costs and (2)

to recover tbe economic costs of 0lll0ini operations under competition raises the real

possibility that the utility will never fully recover lelitimately incurred costs of service.

5. Conclulloa

To have a perceptible esonomis effect, an accounting chanle must cause a

chanle in some prices in tbe economy. In competitive markets, prices are determined

by tbe interaction of customer wants (demand) and costs of production (supply). A

chanae in accounting cu:lvention clearly has no dfect on customer demands. If

accountinl cbanles are to affect prices at al1, they must affect the economic cost of

producina aoods and services and thus the amount that firms ire willing to supply at

a Jiven price. Economic theory teaches that firms make supply decisions on the basis

of economic costs, not °&CCOUIlUDa costs. When a profit-maYirnizinl firm decides

whether or DOt to hire aD additiODal worker, it "iPs the value of the additional

output the worker produces &pjnst the additiODal cost that hiriDa the worker entails.
.

If the _opewatioD pactaae for I worker iDcludes OPEBs, a profit-maximizing firm

would iDcIude tile expected present value of OPEl COSU U I cost in its hinni

decision. A firm which ipored OPEB COSU would hire too many workers and would

experience hiaher than minimum costs in the lema run. A competitive firm that made

hiriDl decisions based on cash IccounUnI fipres for OPESs would hire too many

worken today (when its pool of accumulated retirees with OPEBs is small) and too

nera
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few workers later (when its annual cash OPEB obliaation is large). Competition in
':. _4__

the market-panicularly entry from profit-seekina rums-drives prices towards economic

costs which in tum forces high cost firms to .leave the market. Thus. in competitive

markets. the firm·s supply curve-the amount of loods and services it is willing to

produce for a Jiven price-must reflect the economic cost of OPEBs reaardless of their

accountinl treatment. A chanle to acaual accountma for OPEBs would have no

effect on output prices in competitive markets: effectively, the accrual has already been

recoanized by the market and is reflected in the market price. A similar analysis

shows that accountina chanles would have DO effect on non-eompetitive (but

unrel\llated) markets.

In rel\lJated :':" ·.:-kets. however, 'accountina chanles can have sianificant effects

OD prices. lbe essence of the relU!atory process is a connection between recognized

or adopted accouDtinl costs and prices paid by ratepayers. A rate-of-retum regulated

firm is entitled to an opportunity to recover its recoanized accountinl costs plus a fair

return on its iDvestment In the interstate jurisdiction-and most other regulatory

jurisdietions-euh accountina hu been authorized by the Commission for OPES

expenses. In contrut with unreplated markets, there are DO forces at work in

replateel firms tbat require maDIIers to reCOlDize economic costs. Thus, the rel\Jlated

prices wbicb bepn the price cap reJime for Pacific Bell were based on cash

accountinl for OPESs.

However, Pacific Bell's liability for OPEl beDefits wu beinl created v. hile

employees worked, not when they retired-just as in unreaulated markeu. Cash

ICcountina resulted in prices which were equal to a measure of cost of sel"\o,ce v. hlch

n'era



• 17 •

understated the true current cost of using an employee to provide service. Only when
:;. ~-- -

that employee retired and began usin& benefits, would cash accounting begin to

recosnize those costs. Thus, the current cash accountin, treatment for OPEBs leads to

intenemporal inequities in reaulated markets in which future ratepayers will pay a

ponion of the costs of providinl current services.

Adoptin, FAS 106 and recoanizinl the difference in costs as an exogenous

cost chanle would lead to the same price level that would have occurred if FAS 106

had been adopted before the beginnin, of price cap reaulation. If FAS 106 had been

adopted while the industry was subject to rate of return reptioD, the initial. levels

of prices for price caps would have been set at a level to recover the amonization of

the historical liability fo~ OPEBs prior to 1993 and the ODloin, expense for OPEB

liability incurred in the current year. In addition, since earnings are measured with

respect to accountinl costs, if FAS 106 had been adopted before the beginning of

price caps, measured e&minas for sbarina with ratepayen would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accountinJ for OPEBs had predated price cap reaulation caD be attained by adopting

an exoleDous COlt chaD,e for FAS 106.

III summary, competitive forces drive prices towards economic costS, but
I 1

replatory ratemakiDI sets prices usma adopted accouDtma costs. ~ unrelUlated

markets, prices already reflect accrual accountma costs for OPEBs because those are

the actual economic costs. However, prices ill replated markets have been (and are

currently) set to recover cash accountiDI costs for OPEBs, Dot accrual accountIng costs.

Prices of rate-of-retum and price-cap reaulated firms thus entail an inter:e~f'oral

nera
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misallocapQ~_of costs in which future ratepayers pay a ponion of the economic costs

of current services. To correct this inequity, the accounting costs of the regulated

firm-and its prices-must be adjusted to recover each year's economic costs as they are

incurred and to amortize as quickly as possible the accumulated liability for past years'

OPEBs. For price-cap reaulated firms, a Z.adjustment must be made to the price cap.

Subsequent to adoption of accrual accountiq by the Fcc, if no price cap changes

were allowed, (i) the intenemporal cost misallocation would continue, and (ii) the

marina mechanism would incorrectly transfer funds between shareholders and

ratepayers. A Z-adjustment would also lead to the same level of prices that would

prevail had accrual accounting for OPEBs beeD adopted prior to price cap relUlation.

C. Euan0UI Colt Cblnas In ,la, PrIg Cal FOrw,l.

In its decision implementina price cap reaulatioD, the FCC recognized the

Deed to adjust the price cap to reflect aOieDOUS cost chUaes.JJ 'lbe defmition of

aD exoJenous cost chaD&e was Jiven in the decision:

-ExoaeDOUS costs are in Jeneral those casu that are trigered by
fdnrinimatiw, lePJative or judicial ICDOD beyoJld the control of
die carriers••.1bese casu are created by such I'IIDts u separations
dIInps; USOA amendmenu; cbaDaes in trIDIitional and 10Dl term
IUppolt; the expiration of amortizations; and the reallocation of
Rpl.ted ud nomel'llated COlts._14

IJpedenl ea.auaicatioas ee.milliOlL, 5mm4 IlIAd eM Onkr. CC Docket 87-313. released
Oclobcr 4, 1990. ,p. 166.

I~.
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The adoption of FAS 106 is a change in accounting procedures, and the FCC price

caps decision recognizes such changes as exogenous events:

-Chanles in LEe costs that are caused by chmles in Pan 32 of our Rules,
the Uniform System of Accounts (USOA), will be considered exogenous.
We make this classification on the basis that such chanles are imposed by
this Commission and are outside the control of carriers.- IS

From the perspective of an economist, a Z.adjustment that changes prices

for price-cap reJUlated firms to reflect accrual aCCOW1UnI costs for OPEBs promotes

economic efficiency because it moves prices towards economic costs. However, changes

in wales (for example) for a repdated firm represent c:han,es in economic cost~, and

yet few economists would recommend that wqe chanaes be accorded Z factor

treatment.I' In what sense then is the cost chanle from adoption of FAS 106

different from the cost chanae from a (hypothetical) waae increase?

Like wales, OPEBs are an element of the compensation paclcqe for workers,

and Pacific Bell has roulbly the same ability to raise or lower OPEB expenses as it

does to raise or lower wales.I' What is beyODd the control of the firm are (i) the

chanle in accouDtina staDdards, and (ii) the build-up of an historical liability that has

resulted from cub ICCOUDtiDI in the put. QlDles in accouDtiq standards clearly

have not.... to do with Pacific Bell manqemeDt, aDd the historical liability represents

deferred eompeDIIdoIl earned by its employees for semces rendered in the pas t.

I~ ..... 1. If-. _ned).

l'u +, r .... could be puIOCI tInuP to rII.,.,.n by __ or • Z.adj~lment. the
rqulated nr. would haft little iDcatM to caetrol tile .... it ...

1"Twa .wit)' iI, or course. Dot ualimited. PalC IIira warbn ia coaapet.itM labor zurkm. and
cit....... ia OPU badiu affect ill ability to attracl ad ••iataiD ill workforce.
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~ r~_understand how these accounting changes should be treated under price

caps, it is useful to separate the OPEB expense under accrual accounting in any year

into two pans:

1. the amonization of the embedded OPEB liability as of
1993, and

2. the on-I0inl accrual usociated with current year
employees.

Thus the difference between expenses under accrual and cash accounting can be

visualized as having two pans: the amortization of the embedded liability plus the

difference between accrual expenses for current operations and cash-bued accounting

OPEB expenses.

The proposed ~5 year amonization of the embedded liability can be .correctly

treated as a pair of Z-adjustments," just like aD)' other amortization (e.g., inside wire

and the depreciation reserve deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability hu been quantified.

The second component of the difference in expeDse streams can be

calculated u the difference between OPES costs usoc:iated with current operations and

cash-based accoumiD& OPEB expenses. By maulina its operations prudently after the

one-time 1993 Z factor adjustment, the firm CaD attempt to control the accrual for

OPEBs-just u total OPEB expenses under cash accouDtiq have been treated as

eDd0lenous expenditures under the price cap plan. If chanaes over time in this

.10. zoadj..... would be .Ide ill 1993, ad .. oftIettiaI ZoacljubDnl would be mlc!c MecD
,... later wIa die _arUZatiaD apircs.
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difference were passed throulh as annual Z-adjustments, the firm '5 incentive to manage
:. --- -

its OPEB costs prudently would be diminished.

The proposed Z-adjustment in the price cap alilJ15 rates and costs as if price

caps had been implemented with prices set usinl accrual accountinl for OPEBs. That

one-time chanle adjusts for the fact (recoamzed exolenously in FAS 1(6) that the

prices under which price caps were implemented did DOt reflect the true economic cost

of OPESs offered to workers up until that time. After implementation of the Z factor

adjustment, OPEB expenses would &lain be under manaaement control just like wage

expenses. Thus adoption of FAS 106 alians accountina costs aDd economic costs, and

Pacific's proposed Z-adjustment would alisn its initial prices with economic costs.

With initial ra:~s set at their appropriate level, Pacific Bell's management

would then have the incentive to manqe OPES expenses in the same manner as all

other costs. lt All else equal, if OPES costs increase, Pacific Bell's eamings would

decrease, and vice-vena. These are the same risks aDd inc:eDUves faced by firms in

unrelUlated markets which compensate workers with similar pawles of wages,

peDSioDS, and OPEBs. Z factor treatmeDt for FAS 106 COlt chanles would not

diminish the iDceDtives of the finD to CODtrol its OPEB expenses. Thus, from an

eccmomiq'l poiDt of view, FAS 106 COlt cbanps meet the test for exoleneity as used

in the theoretical derivation of the price cap formula.

I'Ja IiiI -. PAS 106 COlt ... an IiaiIIr to ...... COlt dtenps, wtucla IIC the
pratCll'ype pIe 01 ..... COlt cIIup. ...".. 01 .ssr .. *... ill .~.... COla.
DGl ic CIDI1L Ja boQ c:aaa, Lbe finD caD CGII&ral future .....diI... NaectbeJeu. wpalltlol1S
;"PI Me treated .. .....-ou COlt c.Iaupa becalllC Lbe)' IDIbIc die rtpIator to cJwII! pnus ill
cIiI'.. jurildiclioM
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~ ~ ~his sense, FAS 106 cost chanles are similar to separations cost changes,

which are the prototype example of an exolenous cost chanle. Both types of changes

are changes in accounting costs, not economic costs. In both cases, the firm retains

some control over future expenditures. Nonetheless, separations changes are treated

as exoaenous cost changes precisely because they enable the reawator to chanae prices

in different jurisdictions:

•...we will require an exo,enous COlt adjustment for chan,es in
intentate costs for LECs that are caused by chaqes in the
Separations Manual. As we explained in the Second fuabcI
Notice, these chanaes are imposed by relUlaton and are outside
the conuol of the carrien...RelUlatory decisions that are desiped
to produce just and reuonable rates must affect the cap in order
to ensure that the system results in rates that are just and
reasonable.•10

In the case of OPEBs, the FAS 106 accountilll decision must affect the cap in order

to ensure that the price cap is based on economic costs.

D. Aalb"DI 1M pm Ca. ,"""'.

How should the ~justmeDt for the cbaD&e to accrual accounting for

OPEBs be calculated ill the price cap formula? For the relUlated firm, the difference

in 1993 apeDlel UDder FAS 106 aDd UDder cub accountinl for OPEBs should be
t f•estimated IDd apreuecI u a fraction of the total amaual reveDUe requirement. For

the U.S. eccmomy, a similar calculation should be made for those markets in which

aCCOUDtiDl cost c:hanps will lead to price chan.. which, ill tum. will affect the growth

.,.,.." Bggrt wi Order. CC Docket 17·313, reJeased OCIober 4, 1990, .,po 16'7
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of GNP·Pl- -The difference between these effects determines the 1993 Z·adjustment

under price caps.

There are several ways in which this simple calculation may appear to

overstate the price chanae required to pass tbrou&h the cost chanaes stemmin& from

the FAS 106 accountina chanaes. First, to the extent that FAS 106 chanaes affect all

U.S. firms, there may be some chanae in the GNP-PI usociated with FAS 106, and

simply flo\\ina throuah the firm's cost chanae would result in double-countina. The

derivation of equation (4) presented above makes it clear that only the diffcrcnec

between the effect of FAS 106 on Pacific Bell costs and on U.S. averaae costs should

be passed throuah as a Z·adjustment.21 The rest of the cost chanae stemmina from

FAS 106 would be reco', ered from the assumed chaD&e in GNP-PI.D

A second apparent double-tountiDI stems from the presence of prices of

medical services as a component both of GNP-PI and of Z, the firm's expected change

in costs stemminl from FAS 106. If a z.adjustment is made in 1993 (for example)

10 that the price cap reflects accrual aCCOUDtma for OPEBs, that z..adjusunent will

become pan of the price cap that will be adjusted every year by GNP-PI - X. Since

the OPES Z.adjustmem already iDdudes expected medical inflation, one miaht think

that the z.adjus1meDt should not be corrected in flYery future year for inflation.

Possibly it should be isolated from the price cap iDdex in the future, so that,

2Lnat is. if • ",IIOUI ~t Jed to a 1 n.c:daa ill GNP-PI ad a .. pcrccDt reductioD
..~ ca.pay COllI, dae ."...iate ~ _ woaW '- a 3 paceat ncluc:&ioa Us price.

D We IIaowed abGwe daat die cbaDp to acauI~ .... already rd1ecled iD prices (or
coaIpeUtM ••bu. TIae _pic( of FAS 106 OD output prices ill die ecaaaaay will be approzimalcl~ zero.
n. die approprialc ~adjlllUDcat (or the rcplaled .. will be apprGliaateJy ita iDcrease iD accoW1tiq
apaICl
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effectively, it would not be multiplied each year by [1 • GNP-PI - Xl. But that
~ ':"'.- -

would be wrong.

The actual OPEB cost incurred in 1993 .ii a function of future medical

prices. If the OPEB Z-adjustment were made correctly in 1993, it would raise the

price cap to the level it would have attained if Pacific Bell had been under accrual

accounting for OPEBs all alona.2J Because the Z-adjusted price cap in 1993

represents actual costs in 1993, it follows from equation (4) that all pans of the 1993

price cap must be multiplied by [1 + GNP-PI - Xl in 1994, or prices will no lonler

track costs, assuming that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the GNP·PI term compensates the reaulated firm for inflation in the

price of its inputs. including medical services to retirees. If that were the case, then

compensatina the firm for inflation of its 1993 OPEB Z.adjustment might appear to

be double-countina. However, the role of GNP-PI in the price cap adjustment formula

is Jm1 to measure and compensate the firm for input price increases. Rather, GNP·PI

is a measure of natioaal mUllu price iDcreues, aDd the price cap adjustment equation

usures US that if the firm meets its productivity tarpt, its output price will have to

be muldpUed by [1 + GNP-PI - Xl every year to keep prices equal to cosu.

III 1IIIIUIIAfY, while compensatiq the replated firm for chaD&es in cost due

to adoption of accrual &CCOUDtiDJ for OPEBs miPt at first live the appearance of

double-eountina in several ways, it does DOt.
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1. The switch to accrual accounting will affect the GNP-PI, but we showed
~ --- that the formula compensates the firm for the difference between the

effect of the ac:c:ounting change on its prices and the GNP-PI.

2. The Z-adjustment is based on forecasts of future medical inflation. so
adjusting the OPES Z-adjustment component of the price cap for
inflation in future years may seem to be double-counting. However, we
showed that this arlUment misinterprets the role of GNP-PI in the price
cap formula, and adjustinl the entire price cap by (GNP-PI - X) in
subsequent years is necessary so that prices track costs.

IV. 11fE EFFEer OF FA! 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this section, we combine the theory from the previous section with cost

estimates for OPEB expenses obtained from Pacific Bell. We are informed "that, as

a result of adoption of accrual accountina for OPEBs in 1993, Pacific Bell '5 interstate

revenue requirement (as if it were rate-of-retum relUlated) would increase by $29

million in 1993. We show that the effect of FAS 106 on the prices of other firms in

the economy is small 10 that the effect of the chanae to accrual accounting on the

pvwth of GNP-PI is ftry sma1l (less thaD 0.12 percent). 1bus Pacific Bell's price cap

must also iDcreue by close to 529 1Dl1lion (more than S27 million, u discussed below)

10 that ita prices wiD cover its COlts, ID~ the intertemporal inequity by which future
•

ratepayers pay for current services wiD be eliminated.
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A. BLEllet or lAS 1M OD helDe IJ1J CPIII I. Aggroximately 1.92 Percent
':, --- -
A shift to accrual accounting for OPEBs would lead to an increase in 1993

expenses. primarily because of the amonization of the historical OPES liability. When

the amonization expires after 2008, there will be a symmetric reduction in expenses

under accrual accountinl relative to cash accountinl. For a rate-of-retum-regulated

firm, this shift in expenses would ,enerate a similar shift in prices, reducinl the inter

leneration inequity. To insure that the chan&e to accrual accountinl for OPEBs also

eliminates the inter-Ieneration inequity for price-eap-reJUlated firms, we must pay

special attention to how the annual Z factor adjustments are made.

The Z-adjustment to prices to account for FAS 106 should equal the change

i~ expenses attributable '", FAS 106. In tum, the chanle in 1993 expenses attributable

to FAS 106 would equal the chanle in revenue requirements resultina from the chanle

from cash to accrual acc:ountin, for OPEBs.3t Specific:a11y, let ~ be the incremental

revenue requirement for OPDs in year t under accrual ac:counlin, and C, be the

incremental OPEB revenue requirement UDder cash &CcountiJla. Then the 1993

(S)

J!lp1Cif'1C BeD's illtl1'l&lte ape1IIIS for OPEl, nOecI pII1iaI .,...tatioD of .ccruJ IUOUUAg
ia tMl Pacific Bell iI C8IIUtJy ... tu-diducUblc ,......~ for OPEas. Tbus. Lbc c.hqc ill
apaaIII reprllC1ltl 1M deeu 01 full .plaDca&atioD 01 acauaI 1CCOUDtiq.
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~ In .accordance with the accounting requirements under FAS 106, Pacific Bell

has estimated the expenses that would be incurred under cash and accrual accounting

for OPEBs.25 For the interstate jurisdiction, OPES revenue requirements under

accrual accountina would be 5S9 million in 1993 compared with cash accounting

expenses of 530 million. Therefore, Pacific's revenue would have to increase by 529

million in 1993 in order for the company's revenue to match what its 1993 expenses

would have been had the FCC adopted accrual accountinl for OPESs before price

caps were beJUn. This increase represents I price increase of about 1.92 percent,

based on an estimated Pacific Bell 1993 interstate revenue billin& base of about 51,493

million.26 Assumina the 1993 interstate revenue requirement is about 51,493 million,

application of equation (5) would produce a price increase of about 1.92 percent

(relative to prices under continued cash· accountinl for OPESs) in the first year.%"

B. .Ilt.L.U'tet pi EM 1M • tM GNP.:!J I......, 1.12 PImP'

Under price caps, a utility'S exolenous cost clwl&es will be fully recovered

throuah chanles in the GNP-PI if (i) 1bey are of the same relative size as for a

typical firm in the U.S. economy, and (ii) the typical firm will pass through the

I f.•

21Aa WI ........ iI. hcific' fII _ -"". is bucd OD aD

~u1Ited 'a·re&inIMM ....Iit 0NiI n ••d by lilt --., 01 t!ac loU free,....'Idfic .. ...., ".ed. WIIIIOIIl dill Wan lilt It.-t 01 PAS 106 RqwremcDu, the
OPEl ....... UDCIcr MCI1III aeea-riaa far 1'" lie ....

"nil ..... iI _i'\'ItM (1aip) beca-. II ..... lIIdcipIaed rwvaues before ~uiDg.

alVallU lUI jut aaacM4ldle bacUaU'k rale of ret.. ol11.25 perceal WOlIId be lower, Ul.a IAce&.Wli
tile perea. iacruse ill aapaoua expeDSCS.

2'7($59 - S30]/S1,493 • 1.92~,
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exoleno~ ~~ chanle in hilher prices. .For the adoption of FAS 106, we have shown

that, in theory, the historical liability for post-retirement benefits would loaically already

have been captured in the output prices of firms in unreJUlated markets. To a first

approximation, since most of American GNP is produced by firms whose prices reflect

economic costs, the accountina chanle required by FAS 106 will result in no

contemporaneous chanle in the GNP-PI.

Historical experience also suaests that accountiDa cIwsIes have nellilible

effects on prices in unreJUlated markets and in the U.S. economy as a whole.2I In

1987, the FASB chanaed the method of accrual accountinl for pension benefits, a

chanae which is similar in principle to the chanae contemplated in FAS 106, thoulh

smaller in maanitude. .". search of the empirical literature reveals two studies of the

effects of these accounting chanles which both show no relationship between accounting

chanles and stock prices.2t Assumina that (i) chanaes in stock prices reflect changes

in anticipated profits and (ii) chules in accouDtiq costs do DOt chanae economic

........ hEn...., ...... JlrMlirill hEeill .... leU.- dIM ICCOUIItiDa chuaes
do t"I)rlIa"••ic reIIily.•• _pie,. +c=a. die ,..i&N\oas of FAS 106,
....1•• E 01 A Poor .awcI, .,... ndtill do _ply becauac lOaleOllc puu
.... • _ PIn 01 ... trade iI ben to reOea ecoDolDic rcalitics.·
(BNA Daily, Sept rt, 1991.)

~ A DIALOG DaaabM' .,... 01 tM nIevIat litlnturc, iIlcludiDl the
_ic Litent (l969-prn.t). dle Mi. T·c (lfM.pr_). dle c.faacc Plpen lDdcx
(lm.,r....). U CI.... (197"""->' .. Db....,.... AIIIIncII (lMI-pracDt). These
...................... bywarcIa: ••~. ·PhE'" ACfa me" StuMI.. Board,· ·StatcmeDt
rI: ·rI: ......,• .;d' ic·. .... , •••.- it.tl8lcl .. two MfC rdevut: (i)
... s. Ma, •Aa WI-_ of tile Stack '1 .... to tM PeasioD ACCOWlI.iD&
DcIibcracioaI oldae F••MiIi ~tiIII Sludardl 1oIrd,. DocIani DiIIertatiaII. Ulliwniry of Alabama,
1_, lad (ia) S-" S. T.... ·Stock Market RIICdaM to MaMatory 0'", ill Accowlt1Di (or
, .... Doctoral Diuenatiaa. UaMnity 01 W....... 1917. leO warts Uowed that DO c.h&Dges iD
aock prica could be aun"buttd 10 dac 1987 peDlioa lCCDnlial ch~
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costs, the fact that accountin& chan&es do not affect stock prices implies that
~ -..- -

accountinl chanles do not affect output prices.50

To refine this approximation somewhat, we observe that prices of some goods

and services.1Wl clw1ae when FAS 106 is implemented in 1993: notably (i) regulated

public utility services and (ii) certain Jovernment purchaes of services under contracts

which historically covered only pay-u-YOU-Jo costs aDd prospectively allow FAS 106

accruals. In 1987, relUlated public utilities produced approximately 6.13 percent of

U.S. GNP. Towlovemment contract purchues (not just cost-plus c:cmtract purchases)

were 4.36 percent of GNP in 1987.11 In total, what mi&ht be called the 'cost-plus'

sector of the economy produced less thaD 10.49 percent of GNP in 1987. We use

1987 for comparison because the 1987 Jovemment c:cmtraet data is the latest available.

Note that these proponions do not chanae much over time; Table 1 shows these

proponions for 1980 aDd 1987.J2 If all firms ex:perieDced the .same expense change

from FAS 106 in 1993 u Pacific Be)) aDd if prices in the UDreplated economy already

reflect OPEB cosu measured OD aD economic basis, then die overall price level in the

U.S. would increase by less thaD 0.20 percent in 1993 when accrual accounting is

......... 0 n. tile ...... tUl (i) I••• die ..... __Ill output prices
.. __ .. (I) Ina.,.. ASSp' •• __ ClDIII.

JIA GSA aI..-..a ao--:. __ .... ill cadi year: see

a-nJ Senica Mehln ' .."nll'''' Dp $•• 'wlen' ' .. Par 1987, the amowJ(
01 , c.u1Cll WII 119'7.3 ........ 1....21 ..... (•••d ",. tel&pbooe frOID the
, PrOCMi'._ Data c..) 01 die pablilhed Ipn.

I2a ecI pIIIJIic .ail. ,....~ local .. iMenarblD pUleDger
u.apona&ioIt., te"co--usicl,., .. Ikc2ric. ...... uaiLuy ICMcei See
U.s. lurea.. 01 eM c--.. "M.isel Absraa gl the U.... ""P' lftQ, ,(11~ cditioD), Wuhulgtoo..
D.c., 1990, pp. 425-Q6. We iDcIude data (ot 1910 to IIIow cMl eM iIMIuIuy ca.poaellu of G~"P are
......bIy stable over _e.
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Table 1.
Relative Size or tbe COlt·Plus Sector

GNP .". ......,. GNP .". "ulU)'
CIII'.-t S ww.. ~ S WUloaI- 111'7

GNP 12.732.0 (pcrcat) 14.526.7 (perceDl)

Railroad $20.8 $19.6

P.....er trlDlit 15." SI.1

N..... pipeJiDa 14.7 15.3

Tclea.muaieatioas • .2 SlO1.3

Elec:aric. pi, sewer S61." S136."

TOTAL S159.5 5....«5 sm.7 6.13~ .
UTJ1JTJES

GOVERNMENT SI97.3 ".36~
COm'RACTS

TOTAL COST·PLUS SEcrOR 1475.0 10.49%

implemented.D Under these assumpticms, less than 10.49 percent of Pacific Bell's

exolenous cost chanae would be ICCOUDted for in the GNP-PI. and the required Z

factor would exceed 89.51 percent of the exopnous cost chanae.M This estimate is

UIU'e&1istic because all U.S. firms have DOt used OPEBs to the extent that Pacific Bell

bas.

AD IdditiODal reftnement to this upper bouDd would recopize that the effect

of FAS 106 on PacifIc Bell is far areater thaD OD the typical firm in the U.S.

Dr.ci&c .... ap••11 wiD , 1.92 ,.... 11 aD die ...e proportiouJ
OPD IiUiIity • Pacil'1C Jell. aM WIiJiIy wiD be • 111 i.'" oI1.t2 perceDI ill the cost·
.. MC&ar .. 0 n. (1.92 • Q.1CMt) + (0.0 • G.851) • o.2D. JlICIII lUI this caWDale
is • upper (i) MI .,.,...._ ..uICl ,........ ilcluded iD dae COIl-plus sector, Dot

j.a .,.....t pur"'" acIer CiDI&-pIua COIItraas. ad fli) die .1*1 of PAS 106 OD Pacific BeU is
...... IUD aa a &\'If....

M10.49 pcrcal I4uIs 0.20/1.92; ad 89.51 perctlll equll 1.72/1.92.
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economy.' c-1rr order to understand what the imponant differences are, we engaged

William M. Mercer, a leadinl employee benefits consultinl firm, to develop and

analyze basic faets about post-retirement benefits other than pensions. The most

imponant differences between Pacific Bell and a typical firm appear to be the

followinl:

1. Cqyctgc: Pacific BeD provides post-retirement benefits to
its entire pension-qualified labor force. In contrast, only
about oiO percent of private sector workers are employed
by firms that offer post-retirement health benefits.D

2. Millarisa) liaJilin': Pacific Bell estimates that its
accumulated historical postretirement benefit obliptiOll will
be about 50.5 billion in 1993 in the interstate jurisdiction.
'Ibis amount is about 33 percent of Pacific's lDIlual
interstate :" ~venues, about 21 percent of Pacific's interstate
net rate base, and about 37 percent of the equity
component of the net rate base. In contrast, the
accumulated historical liability for the U.S. economy is
estimated at about $300 billiOD.II This amount represents
about five percent of U.S. GNP and on the order of 7 to
10 percent of corporate equity.n

U.S. OPES expenses are estimated to be about $13 billion in 1993 OD a cash

accountiD. basis compared with about S82 billiOD OIl aD accrual basis in 1993.- The

-u.. SIIIa 0 .... AClCD"''' 0IIce, .... 01 ea.....' Redne HcakIa CcMraae."
rr..... ,. C..... MarcIa 1. (GAO-1M).

........ 01 Gnpy J. McDouIcI, UMed SIIIa o-aa Atta_.. oma. Wore the
S........... 01 ...... W.,. ... Meua 0--.. 01 die H... 01 -.en.. May 6. 1991.

"U.s. 0aenI ACIDI'" Ofticc, -CaIIP_II' .... Hulda IMp,A~ 'adial
CGIdy,- Report '0 Cllll.... J_ 1. (GAo-l->. MIn • .....-" -,.. U..... '"-ale of
.... HuIdl ..-u: Aa a 01 CApanI& ~,- Raine HaItb Badu Scaml1,
AacricaD EatcrpriIc IaIIitulc, Wulaialltoa. D.c., April 9, 1991.

Jay.... ftnt lMIuted a ...ber of "'iaI .... 01 obIiptioaa for OPEl, IDd
a.cIude4 WI die GAo-l99t IhIdy wu die .011 reliable • I 01 cndibiIiIy acI .c&lto~ This
_uel)' produced • "'Me of 142 biDioa for ICCI'UaI __ PAS 106 procedures ill
1991. Mercer ilia .odi&IcIa ...bcr of _ptiOllllo cc.f_ .ore c:IaIeIy'" PAS 106 Rqlllrcmellts

.. c:micd die aaIcu1aLia. forwud to 1993, ia dac prOCllll produc:iIII die ....., &pre.
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chanle is c-thus 569 billion out of an estimated GNP of 56,260 billion, or 1.10

percent." Since the incidence of OPESs appear to be uniformly distributed across

industries, it is reasonable to assume that firms in the cost·plus sector increase prices

by 1.10 percent in response to FAS 106.- Firms in the rest of the economy have

already reflected accrual accountinl in their prices, so the net effect of FAS 106 on

the GNP-PI would be less than 0.12 percent (twelve-hundredths of one percent) instead

of the 0.20 percent bound calculated above.·1 Thus, if cost-plus firms experience the

U.S. averale OPES expense increase (1.10 percent) instead of the Pacific Bell increase

(1.92 percent), GNP·PI would increase by less than 0.12 percent and the required Z

factor would exceed 1.80 percent. Thus, less than 6.26 percent of the exolenous cost

chan,e is reflected in the GNP·PI, leaYin& more than 93.74 percent to be recovered

throuah the Z factor.·2

This estimate of the effect of FAS 106 OD the GNP·?! is an upper bound

for several rcuom. First, we have overstated the size of the cost-plus sector of the

economy by assumiDi that all public utility prices ue let usina accounting cosu and

tfeaUDa all 10000000000t COD1raCtS U cost-plus COIltr&CtS with accountina change

escalators. Secoad, tbis calculation ipores MCODd-order effects that would lower the

impICI • DadoDal output prices. As prices rile mthe cost-plus sector, f'lr ,xample,..

-A GAO IWWY ia 1910 -. IIuItJa .... "' ...._ by t,pe '" iIMIastry ud coocJuded
dill &lien WII -1iUJe willi ndne 1IuItJa ........ c.-pariAa COIDpuies
by iIduItry IfO'IPt- GAO-I. Report. pp. ~7. n. dle iIIpICl of FAS 106 • IIpCDSa for finDs ill
die COIl.pIus Melar ...... be roaPJy dac ...c as dle U.s.... of 1.10 percat.

41n. (LI0 - 0.1(49) + (0.0 • 0.1951) • 0.12 percat.

°Beca.. (1.92 • 0.12]/1.92 • 93.'4 pcrccat ... 0.12/1.92 • 6.26 pere:at.
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